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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal o; )
LAMBERT- CALI FORNI A CORPORATI ON )

Appear ances:

For Appel | ant: Fred A Lambert
Presi dent

Donald R Villee
Certified Public Accountant

For 'Respondent: Caudia K Land
Counsel

OPI1 NI ON

Thi s appeal is made pursuant to section 25666"
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Lanmbert-California
Corporation agai nst proposed assessnents of additional
franchise tax in the anpunts of $3,719.06 and $907. 82
for the incone years ended Septenber 30, 1972, and
September 30, 1973, respectively.

1/ All statutory references are to the Revenue and
Taxation Code.
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Appeal of Lanbert-California Corporation

The appeal presents two issues: (1) 'whether
appel lant's shareholding interest in its subsidiary
becane totaIIY worthless during the first appeal year,
thereby entitling appellant to treat such worthl essness
as a |loss sustained during that period; and (2) whether
an anmount paid by appellant, as guarantor of a liability
of its subsidiary, resulted in a worthless bad debt

during the second appeal year.

On Cctober 1, 1969, appellant acquired, at
a cost of $73,536.14, approxi mately 88 percent of the
stock issued by Lambert Towi ng Equi pment, Inc. (" Tow
ing"). Towing"s principal business was the assenbly of
towing vehicles. Appellant's principal activity is the
rental of property. Wile Towng realized net incone
during its first year of operation, it incurred substan-
tial net |osses in subsequent years and its financial
position declined. Appellant has furnished the follow
ing information concerning Towing's book val ues and
financial condition during its first five years of

operati on:

Fi scal Year St ockhol ders
Ended G oss Sal es Net | ncone Equity
9/30/70 $1,444,496.005 41,780.21 $215,191.61
9/30/71 1,059,215.,00 (118,165.31) 34,651.27
9/30/72 946,373.00 (147,581.70) (138,778.65)
9/30/73 - (124,347.87) (291,400.00)
9/30/74 T ( 35,762.37) (306,771.00)

The record in this appeal does not clearly indicate
whet her the declining sales figures for Towing were for
chronol ogi cal years or fiscal years. As indicated,
gross sales figures were not provided in all instances.

By Septenber 30, 1972, Towing's credit was
oor; noreover, the calling of a bank'loan further
limted Towng's viability. During 1972, the towi ng,

i ndustry sustained substantial |osses in Southern
California. According to appellant, the narket value
of Towi ng's assets did not exceed the above book val ues
and, consequently, the negative stockholders' equities
refl ected on Towi ng's books, above, are accurate. Thus,
aﬁpellant alleges that there was no narket for Towi ng's
shares by Septenber 30, 1972.

_ Appel l ant reported on its return for .the
income year ended Septenmber 30, 1972, that'its share-
holding interest in Tow ng had become worthless during
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t hat period and, consequently, deducted its investnment
of $73,536.14 as a |l oss sustained in that income year.
The subsidiary neverthel ess continued in business in
subsequent years, and appellant sold its sharehol ding
interest in Tow ng in.1975.

Appel  ant had executed continuing guarantees
to creditors of Towing. The principal such creditor
was C.I.T. Corporation which, pursuant to its agreenent
with Towing, had 'discounted the notes and contracts of
Towi ng's custoners, buthad retained the right of re-
course agai nst appellant's subsidiary in the event the
custoners failed to pay. Appellant Cc\?uar anteed paynent
of Towing's contingent liability to CI1.T Many of
Towi ng' s customers becane del i nquent.

The amount of appellant's outstandi ng guar-
antees to C.1.T. and others (and thus appellant's total
potential liability) as of Septenber 30, 1972, was as
fol | ows:

1. CGuarantees made to C.1.T., as

described above. $ 875,107.49
2. Additional guaranty to c.1.T. wth

respect to a note. $ 165. 57
3. To Ernest Holmes Co., Inc. to

guarantee Tow ng account bal ance. $ 23,218.00
4, To Ernest Holnmes Co., Inc. and/or

Anerican National Bank to guarantee

Towi ng installnent note. $ 21,280.00
5. To Dr. J. Harper Edmston to

guar ant ee ot her Towi ng not es. $ 98,000.00
6. To United California Bank to

guar ant ee Towi ng note. $ 5,000.00

Total outstandi ng guarant ees $1,022,771.06

Appel  ant asserts that when it became aware
of Towi ng's poor financial condition, it was precluded
fromimmediately liquidating Tow ngb because it needed to
maintain the subsidiary as a going business in an- effort
to limt the anobunt of actual |osses that appellant
woul d sustain because of the aforenmentioned outstanding
guarantees.  Appel | ant explains that Tow ng, though con-
tinuing in business, took steps to facilitate the sale
of its business or liquidation at the earliest possible
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tinme when its contingent liabilities would be snall::
enough to be absorbed by appellant or transferred..
These steps included reducing inventory and receivabl es,
ceasing sales that required a sales contract with re-
course, and selling Towi ng's subsidiary, Lambert Truck
Body and Equi prent, Inc.

On September 26, 1973, appellant paid
$25,132.39 to Ernest Hol nes Company, Inc., when called
upon to honor its guaranty after Towi ng defaulted on a
demand made upon it. On its return for that inconme

~ year, appellant deducted as a bad debt Towing's result-

ing obligation to pay that sumto it. As aconsequence
of keeping Tow ng in business through that incone year,
appel lant's potential loss fromits guarantees was
reduced by $448,420,06, i.e., from $1,022,771.06 to
$574,351.00. Included therein were the guarantees to
CI.T., relating to the recourse contracts: potentia

| osses therefrom were reduced from $875,107.49 to
$439,157.00.

In the fiscal year ended Septenber 30, 1974,
appel | ant advanced $55,000.00 to Towing to maintain that
corporation as a ?0|ng concern. Appellant treated those
advances as a debt which became worthless in that income
year. During the fiscal year ended Septenber 38, 1975,
appel lant acquired additional shares of Tow ng's stock
in an effort to expedite the transfer of itsshares, of
that corporation to a buyer interested in Towing' s in-
ventories and equi pment. pel lant thereafter was able
to transfer all of its stock in Towng (virtually all of
Towi ng's shares) to that buyer for $50,000.00, but only
after appellant agreed to assunme a net of $397,954.690of
TpmnnPfs_llab|I|t|es. Wthout the'assunption of these
liabilities, aIIePedI the stock would not have been
mar ket abl e.  Appellant clainmed as a loss for the incone
year ended Septenmber 30, 1975, a bad debt wite-off of
$236,894.55 and a $59,170,21 capital |oss on the trans-
fer of the stock. Appellant had reduced its potentia
| osses fromthe $1,022.771.06 outstandi ng guarantees,
existing as of September 30, 1972, to $425,892.44 b
the end of the fiscal year ended Septenmber 30, 1975.

f Appel I ant has also clainmed bad debt |osses of

$6,381.07 and $16,000.00 reﬁpectlvely, for its incone
years ended in 1976 and 197 , as a consequence of
payments made pursuant to the guarant ees.

_ The disal |l owance of the $73,536.14 stock |oss
deduction clained the first appeal year and of the
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$25,132,39 bad debt deduction clainmed the second appeal
year, however, are the only subjects of this appeal

We first turn to the question whether appel-
lant's Towi ng stock became totally worthless during the
incone year ended in 1972, and thereby resulted in a
deductible loss for that year.

Deductions are allowed for'any |oss sustained
during the income year and not conpensated for by insur-
ance or otherwise. (§ 24347, subd. (a).) Securities
whi ch becone worthless during the income year are
treated as |osses pursuant to section 24347, subdivision
(d). In order to qualify for the deduction, the |oss
must be evidenced by closed and conpleted transactions,
and fixed by identifiable events. (United States v.

Wiite Dental Mg. Co., 274 U S. 398 [7IT.WCER ITZ0]
(1827); Cal. Admn. Code, tit. 18, reg. 24347(a),

subds. (2) & (4).) The burden is on the taxpayer to
establish that the securities became totally worthless
during the year for which the deduction is clained.
(Mahl er v. Conmmi ssioner, 119 F.2d 869 (2d Cir. 1941),
cert. den., 314 U S 660 (86 L.Ed. 5291 (1941); Appeal
of Harry E. and MIldred J. Aine, Cal. St. Bd. OF‘EEEET.,
ApriT 22,1975.)

Stock will not be considered as worthless so
long as there is a reasonabl e hope and expectation that
it will become valuable at some future time. In order
to establish that hope and expectation is foreclosed, it
is necessary for the taxpayer to show the occurrence of
an identifiable event or events during the year which
have destrOﬁed not only the present |iquidating value of
the stock, but the potential value of the stock as well.
(See generally Sterling Mrton, 38 B.T. A 1270 (1938),
aff'd, 112 r.2d 320 (/th Gr. 1940); Cooley Butler, 45
B.T.A 593 (1941).) Appel l ant has of fered a number oOf
factors which, it maintains, constituted identifiable
events establishing that the stock became totally worth-
| ess during the income year ended Septenber 30, 1972.
First, appellant particularly stresses the negative
sharehol der's equity as of Septenber 30, 1972, as
reflected in book values. It also enphasizes the
decline in sales, the calling in of the bank |oan, and'
the substantial losses in the towing industry generally
in the area at that tine.

~ The factors upon which appellant relies show
that Towi ng was beset with economc difficulties. W
are not persuaded, however, that they constituted iden-
tifiable events which clearly established that the stock
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became worthless during the year in question. There are
several reasons for our conclusion.

First, no independent evidence has been pre-
sent ed suPporting the contention that the book val ues
truly reflected actual values. Nevertheless, even
assuming they did so, an excess of liabilities over
assets 1S not conclusive evidence that stock is worth-
less. (See Mahler v. Conm ssioner, supra.) Aswe have
i ndi cated, the potential value of the stock nust al so be
shown to be destroyed. (See Cooley v. Butler, supra;
Miami Beach Bay Shore Co. V. Conm ssioner, 136 F.2d 408
(5th Cir. 1943); eal of Medical Arts Prescription
Pharnmacy, Inc., Cal. St. Bd. of Equal., June 13, 1974.)

pell ant contends that because of the con-
dition of the towng industry and Tow ng's financia
condition, it was apparent by Septenber 30, 1972, that
there was no recovery possible of any portion of the
investnent in the future. W do not agree. Assum ng
book values reflected actual values, the year in ques-

tion marked the first year that the stock had no present ‘
quuidatinq value. It was also only the second year in
which net 1osses were incurred. Moreover, there is

nothin% of significance in the record to indicate that,
as of September 30, 1972, a reasonably prudent business-
man woul d have concluded that conditions in the tow ng.
industry were so adverse, and Tow ng's financial condr-
tion so poor, that the stock did not have at |east a

partial potential value. It is the situation as it
reasonably appeared at that time.that i S significant,
not that which may have_| ater devel oped, See Mahler v.

Conmi ssioner, supra.) ~ The adverse conditions in the
rndustry could well 'have been tenporary. The change in
Towing's method of operation could have inproved the
subsidiary's financial condition, at least to the extent
of resulting in sone value to the stock. Furthernore,
It has fre%uently been held that such factors as defi-
cits, operating l'osses, poor business conditions and
simlar circunstances are'insufficient in themselves
to establish the worthlessness of stock. (See, e.g.
Joseph C. Lincoln, 24 T.C. 669 (1955), affd. on other
rounds, 247 F.z2o /748 (6th Gr. 1957); Anthony P. Mller
nc., 7 T.C 729 (1946) , affd., 164 r.2d4 265 (3d Qr.
1947).)

Were a business does continue,'we believe
that the circunstances nust be exceptional before we are
induced to hold that the shares are-devoid of any
potential future worth. (See Bullard v. United States,
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146 .24 386 (2nd Cir. 1944); Mam Beach Bay Shore Co.
v. Conmmi ssioner, supra;, see alSo Duncan M _Fort, -

{ 55, “H MeEno. T.C. (1955).) AppelTant sinply has
not established that this is one of :those exceptional
cases where the liabilities of a oorporation so greatly
exceeded its assets at a particular tinme as to conpel a
conclusion that the stock became worthless during the
previous income year. (Conpare and contrast the extrene
disparity existing in Sterling Mrton, supra.)

We nextturn to the question of the $25,132.39
bad debt deduction claimed for the period of the second
appeal vyear.

_ Section 24348 allows a deduction for debts
whi ch become worthless within the income year. The
factors considered in determning when and whether a
debt becones totally worthless are simlar to those
associated with the determnation of deductible 'losses
from securities. Again, the burden, is inposed upon the
taxpayer to show that the debt becane totally worthless
during the year for which the deduction is clained.
(}Aggeal of WliliamC and Lois B. Hayward, Cal. St. Bd.
of Equal., Oct..” 72452.) When considering the worth of
the debt in question, the fact that Towng' s liabilities
exceeded its assets as of September 30, 1973, sinply
does not, of itself, establish that the Hol nes debt was
then totally worthless. Mere insolvency, wthout nore,
does not establish that fact; it nerely indicates that a
debt is only partially recoverable. (yrrinco | ndustries,
Inc., 22 T.C. 959 (1954); Robert D. MarshalT, ¥ oU, Z83

P-H Memo. T.C. (1960).)

Wi | e | 0si ng money and apparently insolvent
tothe extent that its liabilifies exceeded its assets,
as of Septenber 30, 1973, Tow ng continued to engage
actively in business thereafter.” Appellant has not
shown that, as of that date, Towing s liabilities were
so greatly .in excess of its assets as to preclude the
BOSSIbIlIty that at |east some portion of the debt woul d
e recoverable.

Moreover, while section 24348 also provides,
under certain conditions, for deduction of partially
worthless bad debts, appellant has neither alleged nor
proved the amount of any such partial worthlessness.

For the foregoing reasons, we nust sustain
respondent's action.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Lanbert-California Corporation against pro-
posed assessments of additional franchise tax in the
amounts of $3,719.06 and $907.82 for the income years
ended September 30, 1972, and Septenber 30, 1973,
respectively, be and the same is hereby sustained.

Done at Sacranento, California, this 9th day
of Decenber, 1980, by the State Board of Equalization,
with Menmbers Nevins, Bennett, Reilly and Dronenburg present.

Ri chard Nevins , Chai rman
Ceorge R Reilly , Menber
Ernest J. 'Dronenburg, Jr. , Menber
WIlliam M Bennett , Menber

, Member
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